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COMMONWEALTH OF VIRGINIA

STATE CORPORATION COMMISSION

AT RI CHVOND, AUGUST 6, 1998

APPL| CATI ON OF
ROANCKE GAS COVPANY CASE NO. PUE960102
For an Annual Informational Filing
and
APPL| CATI ON OF
ROANCKE GAS COVPANY CASE NO.  PUE960304

For expedited rate relief

FI NAL ORDER

On July 9, 1996, Roanoke Gas Conpany ("Roanoke" or "the
Conpany") conpleted the filing of its Annual | nformational
Filing ("AIF') with the State Corporation Comm ssion
("Comm ssion"). Roanoke's AIF was supported by financial and
operating data for the twelve nonths ended March 31, 1996.

On Cctober 25, 1996, after anal yzing the Conpany's dat a,
the Staff filed its report, finding that Roanoke earned above
its authorized return on equity range of 11.2%to 12.2% The
Staff concluded that the Conpany's earnings were sufficient to
recover the unanortized bal ances of rate case expenses,

depreci ation study costs, franchise costs, |iquified natural gas


http://www.state.va.us/scc/contact.htm#General

("LNG') tank painting costs, union contract negotiation costs,
uni on organi zation costs, and early retirenent costs associ ated
wi th personnel. The Staff recomended that these costs be

excl uded from Roanoke's future AlFs and rate cases.

On Novenber 15, 1996, the Conpany filed its response to the
Staff's report, objecting to the Staff's use of an earnings
test. It also challenged Staff's use of an actual rather than
weat her normalized cal cul ation of revenues in Staff's earnings
test anal ysi s.

On Decenber 2, 1996, Roanoke filed an application with the
Comm ssion for expedited rate relief, wherein it proposed to
increase its gross annual operating revenues by $959,277.1! The
Conpany supported its rate request with financial and operating
data for the twelve nonths ended Septenber 30, 1996. 1In its
Decenber 10, 1996 Order, the Conm ssion consolidated the
Conpany's rate application with Roanoke's AlF.

On Decenber 20, 1996, the Comm ssion entered an Order
permtting the Conpany to inplenent its proposed tariff
revisions and rate increase on an interimbasis, subject to
refund with interest, for service rendered on and after
January 1, 1997. By Order dated January 21, 1997, the

Comm ssi on assigned a Hearing Exam ner to the matter,

! puring the hearing, the Conpany reduced its requested increase in revenues
to $602, 499.



established a procedural schedule, and set the application for
heari ng on June 25, 1997.

The matter was tinely heard, and the Staff and Conpany
filed sinultaneous briefs on August 8, 1997.

The Chi ef Hearing Exam ner issued her report in this matter
on April 30, 1998. Based upon the evidence received, the
Exam ner found that:

1. The use of a test year ending
Septenber 30, 1996, is proper in this
pr oceedi ng;

2. The Conpany's test year operating
revenues, after all adjustnents, were
$48, 263, 533;

3. The Conpany's test year operating
expenses, after all adjustnents, were
$44, 749, 080;

4. The Conpany's test year operating
i ncone and adj usted operating i ncone, after
all adjustrments, were $3, 514, 452 and
$3, 474,794, respectively;

5. The Conpany's adjusted test period
rate base, updated to March 31, 1997, is
$37, 683, 313;

6. The Conpany's current rates
produced a return on adjusted rate base of
9.221% and a return on equity of 10.150%

7. The Conpany's cost of equity is
within a range of 10.70%to 11.70% and
rates shoul d be established at the m dpoint
of that range, 11.20% and should provide a
return on rate base of 9.663%

8. The Conpany's current rates are
unj ust and unreasonabl e because they w ||



generate a return on rate base of only
9.221%

9. The Conpany's requested increase
inrates is not just and reasonabl e based on
the reasons identified in the report;

10. The Conpany requires an increase
in gross annual revenues of $260,432 to earn
a 9.663%return on rate base;

11. The Conpany should file permanent
rates designed to produce the additional
revenues found reasonable herein effective
January 1, 1997, to be consistent with
Staff's revenue apportionnent. The final
i ncrease in revenues should be distributed
on an equal percentage basis to each
volunetric rate block within the rate
schedul e;

12. The Conpany should be required to
refund, with interest, all revenues
coll ected under interimrates in excess of
t he anobunt found just and reasonabl e herein;

13. The Conpany should credit the
expense accounts originally charged when

billing affiliated conpani es for managenent
services, accounting and billing, rather

t han recordi ng managenent fees as revenues;
and

14. As recommended by Staff, the
Company shoul d capitalize several itens,
totaling $75,527, which had been expensed by
t he Conpany. The Conpany shoul d book a
credit to the appropriate operations and
mai nt enance expense accounts in the current
period with a debit to the appropriate asset
accounts as agreed to by Conpany w tness
WIIlianson.

The Chi ef Hearing Exam ner recommended that the Conmm ssion

enter an order adopting the findings in her report, increasing



t he Conpany's authorized gross annual revenues by $260, 432, and
directing the refund with interest of all anounts coll ected
under the interimrates in excess of the rate | evel found just
and reasonable in her report.

Comments on the Hearing Exam ner's Report were filed by the
Conpany and Staff. Roanoke filed Comments wherein it further
reduced its proposed increase in revenues from $602,499 to
$454,307. Anmong other things, it objected that an earnings test
constituted retroactive ratemaking. Alternatively, the Conpany
mai ntained that if an earnings test was applied, the test should
be fully adjusted to include the effects of weather
normal i zation, and the wite-off of regulatory assets should be
made only with earnings exceeding the top of Roanoke's return on
equity range rather than being witten off to the bottom of that
range. The Conpany further conplained that Staff applied costs
in the earnings test twice to the sane earnings, and urged the
Comm ssion to adopt the other recomrendations in the Hearing
Exam ner's report.

The Comm ssion Staff filed Corments, taking exception only
with the Chief Hearing Exam ner's recomendation that in
appl ying an earnings test, Roanoke's existing regulatory assets
shoul d be deened recovered to the extent its earnings exceed the
top of the Conpany's authorized return on equity range. Staff

supported the use of the bottomof a utility's authorized return



on equity range as the appropriate benchmark in an earnings test
to evaluate whether regulatory assets — new or existing - have
been recovered. The Staff requested the Comm ssion to clarify
the Chief Hearing Exam ner's description of the appropriate
accounting adjustnents for an earnings test, and urged the
Comm ssion to adopt her other recomendati ons.

On June 25, 1998, Colunbia Gas of Virginia, Inc.

("Columbia") filed its Brief Amicus Curiae.? Inits Brief,

Col unbi a asserts that Exhibit SCA-15, a letter to all utilities
fromRonald A. G bson, Director of the D vision of Public
Uility Accounting, constituted an unlawful rul emaki ng which
propounded new rul es on how rate cases should be prepared and
filed.® Colunmbia further maintains that the Staff's application
of an earnings test unreasonably and unfairly excludes a weat her
normal i zation adjustnment. It contends that Roanoke's previously
approved regul atory assets should not be witten off to the
bottom of the utility's return on equity range. On July 6,
1998, the Staff filed its reply thereto.

Havi ng consi dered the record, the Chief Hearing Examner's
Report, the Comments thereon, Colunbia's Brief, and the reply

thereto, the Commssion is of the opinion and finds that the

2 1n an Order dated June 23, 1998, anopng other things, the Conmi ssion granted
| eave to Colunbia to file a brief in the nature of a brief am cus curiae
(hereafter "Colunbia's Brief").

3 References to Exhibits shall be cited herein as "Ex.



findings and recommendati ons of the Chief Hearing Exam ner
shoul d be adopted, with the exception of her reconmendation that
a distinction should be drawn between previously approved

regul atory assets and those that are newy created when appl yi ng
an earnings test. The Exam ner recommended that previously
approved reqgul atory assets should be regarded as recovered only
wi th earnings above the top of a utility's authorized return on
equity range, while newly created regul atory assets should be
witten off to the bottom of Roanoke's authorized return on
equity range. W decline to adopt the Hearing Exam ner's
recomendati ons on these issues for the reasons set out bel ow.
Rat her, we find that the bottom of Roanoke's authorized return
on equity range should be used to eval uate recovery of al

regul atory assets.

We turn now to the argunents that: (i) the earnings test
shoul d be considered retroactive ratemaking; (ii) the earnings
test results should be weather normalized; (iii) the Staff's
position letter constitutes illegal rulemaking; (iv) the
earni ngs test has been applied twice to the sane earnings; and
(v) the top rather than the bottom of the authorized return on
equity range shoul d be used as the standard to eval uate whet her
regul atory assets should be deened recovered. W w || address

t hese argunents seriatim



Based on the record nmade herein, we do not find the
application of an earnings test to Roanoke's test year earnings
to constitute retroactive ratemaking. An earnings test is
applied to earnings results within a test period. No refund of
revenues previously collected occurs as a result of the
application of an earnings test. Rather, the purpose of the
earnings test is to evaluate whether regulatory assets on the
utility's books during the test period have been recovered nore
qui ckly than anticipated or whether they should continue to be
deferred and anortized. W affirmthe Hearing Exam ner's
findings on this issue.

Col unbi a has asserted that the Staff's letter describing
its proposed use of an earnings test (Ex. SCA-15) constitutes an
illegal rulemaking. This assertion is erroneous. The views
stated in Ex. SCA-15 are Staff's and the exhibit's express
purpose is to provide guidance to utilities on how the Staff
proposes to treat regulatory assets. In our view, the Staff may
advocate the application of earnings tests to conpanies |ike
Roanoke that have regul atory assets on their books. Such
activity by the Staff does not constitute rul emaking, but nerely
t he devel opnent of additional information about regul atory
assets that we may consider. The ultimate disposition of these

and other itens remains with the Conm ssi on.



The Conpany has al so asserted that the results of an
earnings test should be weather normalized. As noted earlier,

t he purpose of an earnings test is to reviewtest period results
to determ ne whether deferred costs were actually recovered nore
qui ckly than anticipated. Accordingly, the per books results of
t he earnings test should not be weather normalized. Instead an
earni ngs test enploys per books data for a test period, based on
average rate base and investnent. Typical adjustnents used in
an earnings test are those necessary to restate per books
results to a regulatory basis, such as adjustnents to correct
booki ng errors and inclusion of JDC capital expense and

associ ated tax savings. Renoval of out-of-period expense itens
are made only in limted circunstances and include adjustnents
necessary to true up a gas utility's purchased gas adjustnent or
to reverse the effect of an out-of-period base rate refund.
Therefore, we agree with the Chief Hearing Exam ner that no

adj ustnrent for weather should be nmade to per books results for
an earnings test.

Roanoke has argued that the earnings test is being applied
unfairly because the test has been applied twi ce using the sane
earnings. W disagree and affirmthe Exam ner's findings on
this issue. The test periods for Roanoke's AIF and rate case
overlap by six nonths in this case. The test period for the AF

was the twel ve nonths ending March 31, 1996, while the test



period for the expedited rate application was the twelve nonths
endi ng Septenber 30, 1996. The costs for the deferrals at issue
have been applied ratably in this case wwth one half of the
total regulatory assets costs being attributable to the AIF test
period ending March 31, 1996, and the other half being applied
to the rate case using a test period endi ng Septenber 30, 1996.
Thus, no doubl e counting of these costs has occurred in this
case.

The next issue we nust address is whether, in applying the
earnings test to previously approved deferred expenses, the
benchmark is the top or bottomof the range or a point within

the range. This question flows fromthe Appal achi an Power case

we decided in 1996.% In that case we held that in establishing
t he anobunt of a deferrable expense for ratenaking, we would
apply an earnings test such that the expense was deened
recovered to the extent it could be expensed and the conpany's
return on equity was equal to or greater than the bottom of the
al l owed range of return on equity.

Wi | e Roanoke and Col unbi a di sagree with any application of
an earnings test in this case, they assert that, if the test is
applied, previously existing regulatory assets should be witten

off only to the top of the Conpany's authorized return on equity

4 Application of Appal achian Power Co., For an expedited increase in base
rates, Case No. PUE940063, 1996 S.C.C. Ann. Rept. 255 (hereafter "the APCO
Case").
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range. W disagree. Further, as noted in the Staff's reply,
the costs associated with the denolition of the retired gas
manuf acturing plant, the "regulatory asset" that the Exam ner,
Roanoke and Col unbi a characterize as previously existing, have
not been previously approved for deferral by the Conm ssion.

The deferred costs associated with the denolition of the retired
gas manufacturing plant were not incurred until after Roanoke's
AlF test period, i.e., the twelve nonths ending March 31, 1996.
Ex. SCA-12 at 23-24. Roanoke's costs fromthe denolition of the
retired gas manufacturing plant thus are a newly created

regul atory asset, and |like the costs for stormdanage in the
APCO Case, should be witten off to the bottom of the range.

In addition, we decline to adopt the Hearing Exam ner's
"new y created/previously approved" distinction for regul atory
assets, but observe that the APCO Case cited by the Exam ner
woul d not have demanded a different result in this case had a
di stinction between old and new regul atory assets been appli ed.
W find that no distinction should be nmade between previously
approved and newy created regul atory assets for the purposes of
an earnings test. In our view, the principle of cost recovery
shoul d not change dependi ng on whether a regul atory asset is
new y created or already exists.

Roanoke contends that an earnings test penalizes it for

havi ng previously existing regulatory assets on its books. The

11



Conpany further suggests that if the bottomof the range is used
as the benchmark, Roanoke effectively cannot earn above that
point. These argunents are without nerit. First, Roanoke's AlF
denonstrates that the Conpany can earn above the top of the
range after witing off all of its regulatory assets.®

Mor eover, the Conpany is not penalized by the use of the
earnings test in conjunction with deferrals. Rather, deferral
of costs and creation of regulatory assets have benefited
Roanoke. A regulatory asset is a current charge that has been
deferred with perm ssion froma regulatory authority to be
anortized over future periods. Such costs are generally |arge
and nonrecurring and may cause a utility's financial results to
be materially and negatively affected when they are currently
expensed. By permtting a regulated public utility to defer
costs, the utility is afforded an opportunity to recover these
costs over future periods. Shareholders benefit fromthe
original deferral of the charges associated with regul atory
assets because the deferral increases earnings above what they
woul d have been had no deferral been allowed and the costs
expensed. The earnings test sinply neasures, period to period,

whet her deferred expenses have been actually recovered nore

°> Even after the wite-off of all of the Conpany's regul atory assets present
on its books for the twelve nonths ended March 31, 1996 (the test period for
Roanoke's Al F), the Conpany earned a 12.79% return on equity when its

aut hori zed range was 11.2%to 12. 2%
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qui ckly than originally anticipated or whether they should
continue to be deferred and anortized. The test is the sane
used to establish the original amount of the deferral and is
fair to both sharehol ders and ratepayers. |f the Conpany w shes
to avoid the earnings test, it need not request and should

obj ect to, any proposed deferral of |arge, nonrecurring
expenses.

Based on the foregoing, we find that the Conpany's
regul atory assets, as well as the costs associated with the
denolition of the retired gas manufacturing plant, should be
witten to the bottom of Roanoke's authorized return on equity
range, and that the Conpany requires an increase in gross annual
revenues of $237,634 in order to earn a 9.663% return on rate
base, rather than the $260, 432 in gross annual revenues
recommended by the Hearing Exam ner.

Accordingly, IT IS ORDERED THAT:

(1) The findings and recomrendati ons of the Chief Hearing
Exam ner's April 30, 1998 Report, as nodified and suppl enent ed
herein, are accepted.

(2) The Conpany shall be granted an increase in gross
annual revenues of $237,634, effective for service rendered on
and after January 1, 1997.

(3) The Conpany shall forthwith file revised pernanent

schedul es of rates and charges designed to produce the

13



addi ti onal revenues found reasonable herein, effective for
service rendered on and after January 1, 1997. The fi nal
increase in revenues shall be distributed on an equal percentage
basis to each volunetric rate block within each of Roanoke's
rat e schedul es.

(4) On or before Novenber 30, 1998, Roanoke is directed to
recal cul ate, using the rates being established by this O der,
each bill it rendered that used, in whole or in part, the
interimrates being replaced by the rates established by this
Order. I n each instance where application of the rates being
established by this Order yields a reduced bill to the custoner,
the Conpany is directed to refund with interest as directed
bel ow, the difference.

(5) Interest upon the ordered refunds shall be conputed
fromthe date paynent of each nonthly bill was due during the
interimperiod until the date refunds are nade, at an average
prime rate for each cal endar quarter. The applicabl e average
prime rate for each cal endar quarter shall be the arithnetic
mean, to the nearest one-hundredth of one percent, of the prine

rate val ues published in the Federal Reserve Bulletin, or in the

Federal Reserve's Selected Interest Rates ("Sel ected Interest
Rates") (Statistical Release G 13), for the three nonths of the

precedi ng cal endar quarter.
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(6) The interest required to be paid herein shall be
conpounded quarterly.

(7) The refunds ordered in Paragraph (4) above may be
acconplished by credit to the appropriate custoner's account for
current custoners (each refund category shown separately on each
custoner's bill). Refunds to former custoners shall be nade by
check to the | ast known address of such custonmers when the
refund anmount is $1 or nore. Roanoke may offset the credit or
refund to the extent no di spute exists regarding the outstandi ng
bal ances of its current custoners or custoners who are no | onger
on its system To the extent that outstandi ng bal ances of such
custoners are disputed, no offset shall be permtted for the
di sputed portion. The Conpany nmay retain refunds owed to forner
custoners when such refund anpbunt is |less than $1. However,
Roanoke shall prepare and maintain a list detailing each of the
former accounts for which refunds are less than $1, and in the
event such forner custoners contact the Conpany and request
refunds, such refunds shall be nmade pronptly. Al uncl ai ned
refunds shall be handled in accordance with § 55-210.6:2 of the
Code of Virginia.

(8 On or before January 20, 1999, the Conpany shall file
with the Staff a docunent showi ng that all refunds have been
awful Iy made pursuant to this Order and item zing the costs of

the refund and accounts charged. Such item zation of costs
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shall include, inter alia, conputer costs, and the personnel

hours, associated salaries and costs for verifying and
correcting the refunds directed in this O der.

(9) Consistent with Staff's recommendati on, Roanoke shal
credit the expense accounts originally charged when billing
affiliated conpani es for nmanagenent services, accounting, and
billing rather than recordi ng managenent fees as revenues.

(10) In accordance with Staff witness Arnstrong's
recommendati ons, the Conpany shall capitalize various itens,
totaling $75,527, identified at pages 15-16 of Ex. SCA-12, which
have been expensed by Roanoke. The Conpany shall book a credit
to the appropriate operations and nmai nt enance expense accounts
in the current period with a debit to the appropriate asset
accounts, as agreed to by Conpany witness WIIianson.

(11) Roanoke shall file an earnings test with the
Commission if it seeks to establish any new regul atory assets.

(12) Roanoke shall file an earnings test with its next AF
or rate application if the Conpany has regul atory assets on its
books at the time of its filing.

(13) There being nothing further to be done herein, this
matter shall be dism ssed, and the papers filed herein nade a

part of the Comm ssion's file for ended causes.
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